Netflix Analysis 


by Doug Blackledge 


1. INTRODUCTION AND OVERVIEW 

Netflix, Inc. is a widely popular CD-ROM, Blue Ray, and Streaming Video provider. According 
to the company profile on MarketWatch.Com, "Netflix, Inc. operates as an Internet subscription 
service company, which provides subscription service streaming movies and TV episodes over 
the Internet and sending DVDs by mail. The company operates its business through three 
operating segments: Domestic streaming. International streaming and Domestic DVD. Netflix 
obtains content from various studios and other content providers through fixed-fee licenses, 
revenue sharing agreements and direct purchases. It markets its service through various 
channels, including online advertising, broad-based media, such as television and radio, as well 
as various partnerships. The company was founded by Marc Randolph and Wilmot Reed 
Hastings Jr., on August 29, 1997 and is headquartered in Los Gatos, CA." 1 

As this company's analyst, I strongly recommend a "Sell" position. Although this 
company has performed well in general. I'll clearly demonstrate that the stock valuation is 
nowhere close to the current overvalued price. 

2. FINANCIAL SUMMARY 

Netflix, Inc. has been a successful company since 1997. However, their financials have 
been erratic. Between 2010 and 2014, although their revenue has increased 155%, their Net 
Income has ranged from $161M, down to $17M, and then back to $267M. During that same 
time frame earnings per share (EPS) ranged from $2.96 in 2010, down to $0.29 in 2012 then up 
to $4.32 for the year ending 2014. 2 However, their stock price has escalated. As part of the 
consumer services industry, they have far outperformed the industry as a whole as shown in 
Figure 1 below 3 : 
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Figure 1: NFLX vs. Consumer Services 
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On the surface, according to the chart, they appear to be a strong company, but as will be 
explained, the background numbers tell a different story. 

Netflix has a huge price to earnings (P/E) ratio currently at 145 for the trailing twelve months, 
nearly double of what it was at the end of 2014, and significantly higher than the 2010 through 
2014 P/E of the combined S&P 500 of 16.28. Some analysts might say this implies the high P/E 
ratio means that earnings will "catch up" to the stock price; this is a primary reason why the 
stock is actually overvalued. In fact the text implies that higher P/E ratios mean more room for 
growth 4 (although they caveat that with the acknowledgement that P/E ratio analysis is not a 
perfect science). As an analyst, I would say that a poor cash flow and EPS history (flat or 
decreasing) with a constantly increasing price is indicative of an overvalued stock. More 
discussion on this will follow in the "Future Valuation" section. 

3. COMPETITION 

Although Netflix, Inc. has a few different venues. I'll focus on the more recent developments 
in providing streaming video. Two primary competitors in this field are Time Warner Cable and 
Amazon. As can be seen in the embedded spreadsheet, a brief comparison of their key 
financial data shows that there is little justification for the overvalued Netflix price. Time 
Warner is at about $156/share while Amazon is at $422.50/share, yet (for example) the 
Estimated 5 yr. EPS growth is much higher for Amazon, while the Estimated EPS next year is 
tremendously higher for Time Warner Cable which in turn makes it's P/E ratio much more 
attractive than Netflix. 

4. FUTURE VALUATION 

According to the book, and a few web site sources 5 , determining the intrinsic value of a stock 
is not an exact process and requires making some assumptions. Most of the intrinsic value 
determination methods incorporate projected dividend growth. However, Netflix, Inc pays no 
dividends. Therefore the free cash flow method is the best analysis tool. 

Using the text's spreadsheet 18.2,1 was able to input data to derive an intrinsic value. 
Compared to the current stock price of $557, the Intrinsic value is much lower at $135.53. 
(Spreadsheet attached). 

5. SYNOPSIS AND RECOMMENDATION 

When analyzing the financials associated with Netflix, it's clear that the stock is significantly 
overvalued. This results in a strong "Sell" and/or "Sell Short" recommendation. The 
comparative analysis of some of the industry competitors show that they are priced in a more 
realistic range while Netflix has been hyped up with a lack of future valuation evidence to 
support the price increase. 
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